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PROGRESSIVE TAXATION 


Advocates of progressive taxation fall into two major 
groups—those who regard it as a good revenue pro- 
ducer and an equitable tax and those who regard it as 
an excellent device for the destruction of the private 
enterprise system. The first group is unwittingly col- 
laborating with the second. 

In the long run, an excessive progression of tax rates 
may destroy the productivity of the tax base to which 
it applies. 

There are no certain definitions of the limits of pro- 
gression and the only logical stopping place under 
current ability theories is at the complete equalization 


ROGRESSION in taxation means that method of 

adjusting the tax rates whereby the rate becomes 

greater as the size of the tax base increases. Its 
principal use in this country is for the taxation of incomes 
and estates. As applied in the case of the income tax, 
it means the taxation of the first installment or section 
of an income at a certain rate, taxation of the second sec- 
tion of the income at a higher rate, of the third section at a 
still higher rate, and so on. This method is found in the 
income surtax, and the surtax income brackets constitute 
the sections or portions of income which are taxed at the 
various rates. 

It should be noted that, in practice, the tax rates are 
not progressive throughout. It is customary to exempt a 
certain amount of income at the bottom of the income 
scale, although this is a purely conventional concession 
and its allowance has nothing to do with the theory of 
tax progression. It is also customary to halt the progres- 
sion at some point short of 100 per cent, but this like- 
wise has nothing to do with progressive tax theory. In 
the 1942 Revenue Act the top rate of surtax is 82 per cent, 
levied on all surtax net income in excess of $200,000. 

The advocates of progressive taxation fall into two major 
groups. One group consists of those who see in this method 


of all income in excess of the lowest amount received 
by anyone. 

Virtual confiscation of all income above a moderate 
level destroys the source of funds for new or hazardous 
investment. Mass unemployment as a chronic phenom- 
enon has appeared in England, the United States, France 
and Germany concomitantly with the increasing weight 
of progressive taxation of incomes :.nd estates. 

The progressive tax principle should be re-examined 
from the standpoint of whether the destruction of capital 
funds and curbs on incentive and production are not 
too great a price to pay for the uncertain benefits of 
paternalism and equalitarianism. 


of taxation a means of providing public revenue according 
to some standard which they regard as equitable. In the 
other group are those who regard it as an excellent device 
for the destruction of the private enterprise system and 
the inauguration of a socialist regime. Unfortunately, the 
effects of progressive taxation are not dependent upon, nor 
determined by, the motives of those who believe in its 
use. In consequence, the first group becomes, unwittingly, 
a collaborator with the second group, although its members 
would indignantly deny any affiliation or sympathy of 
purpose, 

Those who regard progressive taxation as a proper and 
suitable method of determining the respective contributions 
of the citizens toward the support of government usually 
base their case upon the ability-to-pay doctrine. They in- 
terpret this doctrine to mean that the person who has a 
large income is better able to pay tax than the person who 
has a small income. This ability, it is assumed, increases 
faster than the size of the income; hence it is concluded 
that the tax rate must likewise increase with the size of the 
income in order to keep pace with the growth in ability 
as income expands. 

The difficulty with this theory is that there is no standard 
by which to distinguish a good progressive tax rate scale 
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from a bad one. That is, there is no way of deciding upon 
the particular scale of rates and the particular size of 
income brackets to which these rates apply, in order to 
achieve the most equitable relation of tax burden to ability. 
It is impossible to ascertain just how much faster ability 
increases than income, and there can be no certainty what- 
ever that the relation between ability and income is the 
same in the case of all individuals or in the case of dif- 
ferent kinds of income. On the contrary, it is extremely 
likely that the ability-income ratio varies greatly among 
individuals having the same income, and that it varies 
greatly among different kinds of income. 


Since the federal income tax began, in 1913, the pro- 
gressive surtax rates have varied as follows: In the Act 
of 1913, the surtax began at 1 per cent on net income 
from $20,000 to $22,000 and rose to 6 per cent on income 
in excess of $500,000. In the Act of 1926, the surtax 
started at 1 per cent on the income between $10,000 and 
$12,000 and rose to 20 per cent on income in excess of 
$100,000. Under the Acts of 1936 and 1938, the surtax 
rate was 4 per cent on the income between $4,000 and 
$5,000 and 75 per cent on the income in excess of 
$5,000,000. In the war tax acts the progression has been 
steepened greatly. 


It has been characteristic of the federal income tax that 
the income installments or income brackets have been much 
smaller in the lower than in the higher levels of income. 
Thus, rate increases have ordinarily been made with each 
$2,000 of additional income up to $16,000 or $18,000. 
Thereafter the income brackets have been widened for a 
time to $4,000, then to $6,000, to $10,000, and finally 
to $50,000 or more as the size of the income increases. 
Interpreting these income brackets and tax rate increases 
in the light of the ideological defense of progressive taxa- 
tion, it would appear that the ability to pay income tax 
increases most rapidly in the income range from $4,000 
to $18,000 and that this ability decreases relatively there- 
affer as the total income increases, 


Since there is no standard whereby a choice can be 
made among progressive rate scales, it follows that one 
scale is just as good as any other as an application of the 
principle. A progression which rises to a tax rate of 100 
per cent on all income in excess of $25,000, or even in 
excess of $5,000, is quite as defensible in terms of the 
vague and half-baked theory on which the entire system 
rests as one which imposes a top rate of 5 per cent on all 
income in excess of $1,000,000. 


Advocates of progression as a revenue device will con- 
test the preceding statement on two grounds. First, it will 
be said that the revenue needs should determine the precise 
scale used and that a perfect adjustment to ability at all 
times is not necessary. On the hypothesis that some pro- 
gression is always better than none, this view would pro- 





vide for the tax to approach as near to some highly theo- 
retical standard of ability as the budget requirements might 
demand. Presumably also, it would allow for relaxation of 
the tax rate scale in periods of budgetary surplus. That is, 
the scale actually used at any time would be entirely a 
matter of revenue expediency. 


But, there is a long-range view as well as a short-range 
view of the revenue aspect. Tempevarily, it is always pos- 
sible to squeeze a little more icvenue out of the larger 
incomes, a process limited only by the amount to be realized 
through their complete confiscation. The principal effect 
of the modifications of the income tax during the 1930's 
was an addition to revenue by rnore squeezing at the top 
and a steady movement toward the goal of complete con- 
fiscation above some moderate income ceiling. In the 
long run, an excessive progression of tax rates is quite 
capable of destroying the revenue productivity of any tax 
base to which it is applied. 


Second, it will be said that the progressive rate scale 
should always be reasonable. But, what is a reasonable 
progression? To those who have less than $5,000, it may 
seem entirely reasonable that no one should be permitted 
to have more than that amount after taxes. 


The obvious fact is that, viewed simply as a revenue 
device, progressive taxation is an extremely dangerous fiscal 
instrument for the reason that there are no natural or self- 
operative checks to guard against abuse. The American 
experience reveals that there is no degree of progression 
beyond which those not affected by the progressive rates 
would be moved to protest on the general ground of 
inequity. There is no convincing basis for such protest 
under any scale of rates, since no one knows anything 
about the relation of so-called ability to income. The only 
logical stopping place, according to the current ability 
theory, is at the complete equalization of incomes by a 
confiscation of all incomes in excess of the lowest amount 
received by any one. As long as any inequality of income 
remains, it can be as plausibly argued that these larger 
incomes, however small their absolute amount, indicate 
some excess of ability to be levied upon, as it can be that 
existing inequalities of income indicate differences in ability. 


But, even as a revenue device, the current application of 
progression is a fraudulent form of taxation according to 
ability. Since the ability doctrine as now applied postu- 
lates that all of the items of income received over a fiscal 
period of twelve months must be added together in order 
to determine just how able the several individuals are to 
pay tax, the taxpayers are obliged to defer final ascertain- 
ment of their tax liability until after the close of the 
period in which the income was received. This process 
naturally compels them to delay tax payment until the 
income to be taxed has been spent or is likely to have been 
spent. In reality, this is the reverse of taxation according 











































cre 
caf 
the 
as 


poi 


IR, 








theo- 


night 
yn of 
at is, 
ely a 


ange 
pos- 
arger 
lized 
effect 
30's 
> top 
con- 
the 
quite 
y tax 


scale 
1able 

may 
itted 


enue 
fiscal 
self- 
rican 
sion 
rates 
1 of 
otest 
hing 
only 
vility 
yy a 
ount 
‘ome 
rger 
icate 
that 
ility. 
n of 
g to 
ystu- 
iscal 
rder 
e to 
‘ain- 
the 
CESS 

the 
een 


ling 


May, 1943 


THE TAX REVIEW 


19 








nee SERS 527 SS EL SS SE TT ST STS TGS A 


to ability, for ability comes with the receipt of income and 
goes with its spending or other disposition. There can 
be no kind of taxation according to ability which does 
not recognize the fact that once income has been spent, 
invested, lost or otherwise disposed of, all that remains 
is the record of what was received. For a large proportion 
of the taxpayers, the present policy of progressive taxation 
is no more than the taxation of a sum in arithmetic. 


Because there is no sure definition of the limits to pro- 
gression, no firm basis of its ‘‘reasonable” use, no protec- 
tion against its unconscionable abuse, those who uphold 
the system as a revenue device are playing into the hands 
of the group which would use progressive taxation as the 
means of destroying private capitalism and ushering in the 
collectivist state. Here, at any rate, is a clear case for tax 
progression, the only clear case for it that can be made. 
In this view, the more drastic the tax rate scale, the more 
quickly and certainly will the desired result be accom- 
plished. For progressive taxation can and will produce 
these results, and the arguments of those who wish to 
apply it to this end make far better sense than do those 
used by the Pollyanna tax theorists who seem to believe 
that it is possible to eat the seedcorn and also, at the same 
time, to plant it. 


The destructive effects of severe progressive taxation 
should be apparent to all who are capable of even a slight 
understanding of the nature and the operation of the present 
economic system. It is of little avail to plead that this 
method of taxation should never be carried to such an 
extreme, for experience has demonstrated that it inevitably 
will be so extended, since those who presumably benefit 
vastly outnumber those who are most affected by it. As 
one writer has put it, the popularity of progressive taxa- 
tion is traceable in no small part to the opportunity which it 
affords to place added burdens on the group which, while 
economically strong, is often politically weak.1 


Among the essentials for the vigorous operation of the 
private enterprise system the following are significant here: 


(1) The provision of a large and ever-increasing 
supply of capital; 

(2) The application of this capital in a great variety 
of enterprises involving varying degrees of 
risk. 


In order to assure the requisite flow of funds into the 
creation of new capital and the maintenance of existing 
capital, it is necessary that those who successfully weather 
the risks involved should be permitted to keep such profits 
as are received as a result of that success. 


Progressive taxation can be, and usually is, pushed to a 
point at which these conditions for the maintenance of pri- 





IR. M. Haig, Article on ‘‘Taxation’’ in Cyclopedia of the Social Sciences, 
Vol. XIV, pp. 539-540. 


vate enterprise in a vigorous and flourishing condition can 
no longer be met. The virtual confiscation of all income. 
above a moderate level robs the capital fund of its prin- 
cipal source of supply, and at the same time it destroys the 
incentive to take the risks of new or hazardous investment. 
Having thus paralyzed the process of private saving, invest- 
ment and initiative, it becomes an easy matter for the 
government to assume, first, control, then ownership and 
direction of the economic factors of production. The most 
elementary principle of aggression in any sphere is to soften, 
the opponent before engaging him in conflict. Progressive 
taxation is the most effective possible way of softening the 
enterprise system before moving in to take it over into a 
collectivist regime. 


At this point a curious lapse in logic suffered by the 
ability theorists is of definite value to the collectivist cause. 
It is frequently said, in justification of steep progression, 
that the person with a large income will still have enough 
left, after paying the tax, to provide for his personal 
needs, Hence, the conclusion that even very heavy tax pro- 
gression can involve neither injustice nor harm to the 
economic system. 


If it were true that there is no other important use for 
income than to minister to the personal gratification of its 
recipient, then the case for government expropriation of it 
would be on better ground. But, there is another highly. 
important use for income in the support and enlargement 
of the capital fund. This use is so vital to the maintenance 
of production and to the advance of the general well-being 
as to be superior to any use which government is likely to. 
make, in ordinary times, of the funds so taken. Public ex- 
penditure of the proceeds of progressive taxation is for 
ordinary current operating purposes, and the proportion of 
the tax revenues spent to create self-sustaining public enter- 
prises is negligible. Private investment of these funds adds 
to the nation’s productive capacity. The effects of the public 
current purpose spending quickly wear off, while the effects 
of private investment spending endure while the capital 
goods thereby provided remain in use. 


A curious but impressive parallel may be cited to support 
the above statement. Mass unemployment, as a chronic 
phenomenon, has appeared in England, the United States, 
France and Germany concomitantly with the increasing 
weight of progressive taxation of incomes and estates. A 
vicious spiral has operated as follows: Under the paralyz- 
ing effects of progressive taxation, the driving force of 
enterprise was weakened and a relief problem emerged. 
The effort to provide funds for relief through heavier 
taxes on the “rich” increased the volume of unemploy- 
ment and made more relief necessary. The more these 
taxes “soaked the rich,” the more unemployed there were 
for whom provision had to be made. Unemployment can- 
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not be lessened merely by providing relief. The way to 
reduce it is to provide more jobs; the way to provide more 
jobs is to stimulate enterprise to engage in production; 
and the way to stimulate enterprise is to give assurance 
that those who take the risk of investing capital and 
producing goods shall be permitted to keep a substantial 
part of such earnings as they may receive. The present 
methods of taxation provide definite assurance to the ex- 
actly opposite effect, namely, that he who makes a dollar 
in business must expect to surrender a large part of it to 
the government. 


If it were not for the element of class prejudice and 
class hatred introduced by the socialist controversy, it 
would be much easier to gain general support for the 
proposition just stated. There is excellent ground for be- 
lieving that with a restoration of the incentives which 
motivate and energize the private enterprise system, jobs 
can and will be provided for all who are willing and able 
to work. True, this will mean that some will have larger 
incomes than others, but the most important thing is that 
everyone will have more income, and will be able to enjoy 
a higher standard of living in terms of real income, than 
will be possible while enterprise languishes in the strait- 
jacket of repressive and burdensome taxation. It is im- 
possible to conceive of a program that would more 
effectively vitalize and energize the productive forces in 
this country than the announcement of a firm and definite 
public policy of eliminating the excesses and abuses of 
progressive taxation. The National Resources Planning 
Board has issued the prospectus of a huge program for the 
postwar period which omits all reference to the funda- 
mental issue of tax reform and relies entirely upon further 
large deficits, a vast expansion of the public debt, widely 
extended paternalistic supervision and control of economic 
activities. This program, coupled with the prospect of con- 
tinued paralyzing taxation and public debt inflation can 
induce only resignation and despair. 


It would seem a fair and reasonable statement that the 
remarkable advance of the American scale of living in the 
past generation has been made possible by the rise of a 
long list of large industries—concerns large enough to de- 
velop and apply the methods of mass production. The his- 
tory of American business makes it clear that the typical 
and characteristic way of creating large business units is 
by the “plowing back” of earnings, the reinvestment of 
profits. It is true that in this process some persons may 
eventually amass substantial, even large, fortunes; but the 
continual growth of a business through the process of re- 
investment of earnings has resulted, over and over again, 
in a large volume of employment, a huge total of wages, 
and a steadily lower price for some article which contributes 
to the comfort, the pleasure and the well-being of millions 
of consumers. 


One way to visualize the paralyzing and destructive effects 
of progressive taxation is to assume that this kind of tax 
system, even with rates such as were levied in 1938 and 
1939 (i.e., prior to the war tax acts) had been in effect 
since 1900. Then, on the basis of this assumption, one 
should ask: How many automobiles would this country 
have today and at what price would they sell? 


In this writer's opinion, the answer is clear. There would 
be only a few and the price would be high. Certainly, there 
could have been no such growth and development of the 
automobile industry as actually did occur. The record of 
Henry Ford should provide convincing proof. The manner 
of the growth of the Ford Motor Company is well known. 
It was created entirely by “plowing back” the earnings. A 
tax system which would have taken a large part of these 
earnings for the current, and possibly the foolish expendi- 
ture purposes of government since 1900 would have effec- 
tively stunted the growth of this company. Such a result 
would have had the approval of those who set the equaliza- 
tion of wealth and income above every other consideration, 
but it would have been a great tragedy for the millions who 
have had their living standards expanded by the incomes 
created by Henry Ford and by the pleasure and convenience 
of the sturdy, inexpensive, highly practical automobile which 
this great pioneer in a great industry was able to produce. 


The world of the future has many other potential prod- 
ucts that can and should be made available for all. While 
the people are so shortsighted as to retain a tax system 
which so effectively and completely destroys both the source 
of the capital funds and the incentive to search out the best 
and cheapest form of these products as does progressive 
taxation, they can no more materialize than could the auto- 
mobile, if Henry Ford had been obliged from the beginning, 
to give over to the government 88 per cent of all income 
in excess of $200,000 a year. 


The American people face a serious choice here, one 
which involves their destiny as certainly as any foreign battle 
field or postwar peace conference. Concretely and in terms 
of an historical parallel, it is the choice between the Ford 
fortune and the Ford automobile. If they should decide 
that there shall be no more fortunes, they will also thereby 
decide that there shall be no commodities of mass comfort 
and enjoyment other than those now known. A few large 
fortunes would appear to be a small price to pay to gain 
the full benefit for all of the creative and productive capac- 
ity which can be stimulated most effectively and most 
certainly by allowing those who succeed to keep the fruits 
of their success, 


Harvey L. Lutz 
Professor of Public Finance 
Princeton University 
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